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following items of income and deductions are
not taken into account:
Income:

Gain from the sale of tractor $100
Gain from the sale of farmland .. 5,000
Interest on loan to brother 100
$5,200
Deductions:
Interest paid, personal loan $500
Loss on destruction of barn 2,000
Loss on sale of truck 300
Section 1202 deduction—Net gain fro
disposition of 1231 assets other than
COWS .ottt 1,400
——  $4,200

A’s “taxable income derived from farming’
for purposes of section 182 is $5,750; income of
$18,500 ($23,700—$5,200), less deductions of
$12,750 ($16,950—$4,200). A may deduct
$1,437.50 (25% of $5,750) under section 182. The
excess expenditures in the amount of $562.50
are to be charged to capital account and
serve to increase the taxpayer’s basis of the
land.

Example 2. Assume the same facts as in Ex-
ample 1 and in addition, assume that A is al-
lowed a deduction for a net operating loss
carryback from the taxable year 1966 in the
amount of $3,000. The net operating loss de-
duction will not be taken into account in
computing A’s “taxable income derived from
farming’ for 1963 Accordingly, A will not be
required to recompute such taxable income
for purposes of applying the limitation on
the deduction provided in section 182 and the
deduction of $1,437.50 will not be reduced.

[T.D. 6794, 30 FR 791, Jan. 26, 1965]

§1.182-6 Election to deduct land clear-
ing expenditures.

(@) Manner of making election. The
election to deduct expenditures for
land clearing provided by section 182(a)
shall be made by means of a statement
attached to the taxpayer’s income tax
return for the taxable year for which
such election is to apply. The state-
ment shall include the name and ad-
dress of the taxpayer, shall be signed
by the taxpayer (or his duly authorized
representative), and shall be filed not
later than the time prescribed by law
for filing the income tax return (in-
cluding extensions thereof) for the tax-
able year for which the election is to
apply. The statement shall also set
forth the amount and description of
the expenditures for land clearing
claimed as a deduction under section
182, and shall include a computation of
‘“taxable income derived from farm-
ing”’, if the amount of such income is
not the same as the net income from
farming shown on Schedule F of Form
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1040, increased by the amount of the
deduction claimed under section 182.

(b) Scope of election. An election
under section 182(a) shall apply only to
the taxable year for which made. How-
ever, once made, an election applies to
all expenditures described in §1.182-3
paid or incurred during the taxable
year, and is binding for such taxable
year unless the district director con-
sents to a revocation of such election.
Requests for consent to revoke an elec-
tion under section 182 shall be made by
means of a letter to the district direc-
tor for the district in which the tax-
payer is required to file his return, set-
ting forth the taxpayer’s name, address
and identification number, the year for
which it is desired to revoke the elec-
tion, and the reasons therefor. How-
ever, consent will not be granted where
the only reason therefor is a change in
tax consequences.

[T.D. 6794, 30 FR 791, Jan. 26, 1965]

§1.183-1 Activities not engaged in for
profit.

(@) In general. Section 183 provides
rules relating to the allowance of de-
ductions in the case of activities
(whether active or passive in char-
acter) not engaged in for profit by indi-
viduals and electing small business
corporations, creates a presumption
that an activity is engaged in for profit
if certain requirements are met, and
permits the taxpayer to elect to post-
pone determination of whether such
presumption applies until he has en-
gaged in the activity for at least 5 tax-
able years, or, in certain cases, 7 tax-
able years. Whether an activity is en-
gaged in for profit is determined under
section 162 and section 212 (1) and (2)
except insofar as section 183(d) creates
a presumption that the activity is en-
gaged in for profit. If deductions are
not allowable under sections 162 and
212 (1) and (2), the deduction allowance
rules of section 183(b) and this section
apply. Pursuant to section 641(b), the
taxable income of an estate or trust is
computed in the same manner as in the
case of an individual, with certain ex-
ceptions not here relevant. Accord-
ingly, where an estate or trust engages
in an activity or activities which are
not for profit, the rules of section 183
and this section apply in computing
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the allowable deductions of such trust
or estate. No inference is to be drawn
from the provisions of section 183 and
the regulations thereunder that any
activity of a corporation (other than
an electing small business corporation)
is or is not a business or engaged in for
profit. For rules relating to the deduc-
tions that may be taken into account
by taxable membership organizations
which are operated primarily to fur-
nish services, facilities, or goods to
members, see section 277 and the regu-
lations thereunder. For the definition
of an activity not engaged in for profit,
see §1.183-2. For rules relating to the
election contained in section 183(e), see
§1.183-3.

(b) Deductions allowable—(1) Manner
and extent. If an activity is not engaged
in for profit, deductions are allowable
under section 183(b) in the following
order and only to the following extent:

(i) Amounts allowable as deductions
during the taxable year under Chapter
1 of the Code without regard to wheth-
er the activity giving rise to such
amounts was engaged in for profit are
allowable to the full extent allowed by
the relevant sections of the Code, de-
termined after taking into account any
limitations or exceptions with respect
to the allowability of such amounts.
For example, the allowability-of-inter-
est expenses incurred with respect to
activities not engaged in for profit is
limited by the rules contained in sec-
tion 163(d).

(i) Amounts otherwise allowable as
deductions during the taxable year
under Chapter 1 of the Code, but only if
such allowance does not result in an
adjustment to the basis of property, de-
termined as if the activity giving rise
to such amounts was engaged in for
profit, are allowed only to the extent
the gross income attributable to such
activity exceeds the deductions al-
lowed or allowable under subdivision
(i) of this subparagraph.

(iii) Amounts otherwise allowable as
deductions for the taxable year under
Chapter 1 of the Code which result in
(or if otherwise allowed would have re-
sulted in) an adjustment to the basis of
property, determined as if the activity
giving rise to such deductions was en-
gaged in for profit, are allowed only to
the extent the gross income attrib-
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utable to such activity exceeds the de-
ductions allowed or allowable under
subdivisions (i) and (ii) of this subpara-
graph. Deductions falling within this
subdivision include such items as de-
preciation, partial losses with respect
to property, partially worthless debts,
amortization, and amortizable bond
premium.

(2) Rule for deductions involving basis
adjustments—(i) In general. If deduc-
tions are allowed under subparagraph
(1)(iii) of this paragraph, and such de-
ductions are allowed with respect to
more than one asset, the deduction al-
lowed with respect to each asset shall
be determined separately in accordance
with the computation set forth in sub-
division (ii) of this subparagraph.

(i) Basis adjustment fraction. The de-
duction allowed under subparagraph
(1)(iii) of this paragraph is computed by
multiplying the amount which would
have been allowed, had the activity
been engaged in for profit, as a deduc-
tion with respect to each particular
asset which involves a basis adjust-
ment, by the basis adjustment fraction:

(@) The numerator of which is the
total of deductions allowable under
subparagraph (1)(iii) of this paragraph,
and

(b) The denominator of which is the
total of deductions which involve basis
adjustments which would have been al-
lowed with respect to the activity had
the activity been engaged in for profit.

The amount resulting from this com-
putation is the deduction allowed
under subparagraph (1)(iii) of this para-
graph with respect to the particular
asset. The basis of such asset is ad-
justed only to the extent of such deduc-
tion.

(3) Examples. The provisions of sub-
paragraphs (1) and (2) of this paragraph
may be illustrated by the following ex-
amples:

Example 1. A, an individual, maintains a
herd of dairy cattle, which is an ‘“‘activity
not engaged in for profit’” within the mean-
ing of section 183(c). A sold milk for $1,000
during the year. During the year A paid $300
State taxes on gasoline used to transport the
cows, milk, etc., and paid $1,200 for feed for
the cows. For the year A also had a casualty
loss attributable to this activity of $500. A
determines the amount of his allowable de-
ductions under section 183 as follows:
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(i) First, A computes his deductions allow-
able under subparagraph (1)(i) of this para-
graph as follows:

State gasoline taxes specifically allowed under
section 164(a)(5) without regard to whether the

activity is engaged in for profit ...........c.ccooeii $300
Casualty loss specifically allowed under section

165(c)(3) without regard to whether the activity

is engaged in for profit ($500 less $100 limita-

tion) ... 400
Deductions allowable under subparagraph (1)(i)

of this paragraph ........cccccceeerininiiiccececeees 700

(ii) Second, A computes his deductions al-
lowable under subparagraph (1)(ii) of this
paragraph (deductions which would be al-
lowed under chapter 1 of the Code if the ac-
tivity were engaged in for profit and which
do not involve basis adjustments) as follows:

Maximum amount of deductions allowable
under subparagraph (1)(ii) of this paragraph:

Income from milk sales .........ccovvveeeeeieeeeeirieeeenns $1,000
Gross income from activity .... 1,000
Less: deductions allowable u

(1)(i) of this paragraph .........ccccecevvrerieenncennennns 700
Maximum amount of deductions allowable under

subparagraph (1)(ii) of this paragraph ............... 300
Feed for cows .. 1,200
Deduction allowed under subparagraph (1)(ii) of

this paragraph 300

$900 of the feed expense is not allowed as a
deduction under section 183 because the total
feed expense ($1,200) exceeds the maximum
amount of deductions allowable under sub-
paragraph (1)(ii) of this paragraph ($300). In
view of these circumstances, it is not nec-
essary to determine deductions allowable
under subparagraph (1)(iii) of this paragraph
which would be allowable under chapter 1 of
the Code if the activity were engaged in for
profit and which involve basis adjustment
(the $100 of casualty loss not allowable under
subparagraph (1)(i) of this paragraph because
of the limitation in section 165(c)(3)) because
none of such amount will be allowed as a de-
duction under section 183.

Example 2. Assume the same facts as in Ex-
ample 1, except that A also had income from
sales of hay grown on the farm of $1,200 and
that depreciation of $750 with respect to a
barn, and $650 with respect to a tractor
would have been allowed with respect to the
activity had it been engaged in for profit. A
determines the amount of his allowable de-
ductions under section 183 as follows:

(i) First, A computes his deductions allow-
able under subparagraph (1)(i) of this para-
graph as follows:

State gasoline taxes specifically allowed under
section 164(a)(5) without regard to whether the

activity is engaged in for profit .......................... $300
Casualty loss specifically allowed under section

165(c)(3) without regard to whether the activity

is engaged in for profit ($500 less $100 limita-

tion) e 400

§1.183-1

Deductions allowable under subparagraph (1)(i)
of this paragraph ..........cccccceviviiniiiiiiciicis

(ii) Second, A computes his deductions al-
lowable under subparagraph (1)(ii) of this
paragraph (deductions which would be allow-
able under chapter 1 of the Code if the activ-
ity were engaged in for profit and which do
not involve basis adjustments) as follows:

Maximum amount of deductions allowable
under subparagraph (1)(ii) of this paragraph:

Income from milk sales .. $1,000
Income from hay sales .. 1,200
Gross income from activity ........c.ccocevererireniennns 2,200
Less: deductions allowable under subparagraph

(1)(i) of this paragraph ..........cccceeeerereenceeneens 700
Maximum amount of deductions allowable under

subparagraph (1)(ii) of this paragraph ............... 1,500
Feed for cows .. 1,200

The entire $1,200 of expenses relating to feed
for cows is allowable as a deduction under
subparagraph (1)(ii) of this paragraph, since
it does not exceed the maximum amount of
deductions allowable under such subpara-
graph.

(iii) Last, A computes the deductions al-
lowable under subparagraph (1)(iii) of this
paragraph (deductions which would be allow-
able under chapter 1 of the Code if the activ-
ity were engaged in for profit and which in-
volve basis adjustments) as follows:

Maximum amount of deductions allowable
under subparagraph (1)(iii) of this paragraph:
Gross income from farming ............... $2,200
Less: Deductions allowed under sub-

paragraph (1)(i) of this paragraph ..
Deductions allowed under subpara-

graph (1)(ii) of this paragraph ........

$700

1,200 1,900

Maximum amount of deductions al-
lowable under subparagraph (1)(iii)
of this paragraph .........ccccoceevennne. 300

(iv) Since the total of A’s deductions under
chapter 1 of the Code (determined as if the
activity was engaged in for profit) which in-
volve basis adjustments ($750 with respect to
barn, $650 with respect to tractor, and $100
with respect to limitation on casualty loss)
exceeds the maximum amount of the deduc-
tions allowable under subparagraph (1)(iii) of
this paragraph ($300), A computes his allow-
able deductions with respect to such assets
as follows:

A first computes his basis adjustment frac-
tion under subparagraph (2)(ii) of this para-
graph as follows:

The numerator of the fraction is the maximum of
deductions allowable under subparagraph
(1)(iii) of this paragraph which involve basis ad-
justments ......

The denominator of the fraction is the total of de-
ductions that involve basis adjustments which
would have been allowed with respect to the
activity had the activity been engaged in for
profit ............

$300

1,500
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The basis adjustment fraction is then applied
to the amount of each deduction which
would have been allowable if the activity
were engaged in for profit and which involves
a basis adjustment as follows:

Depreciation allowed with respect to barn (300/

1,500%x$750) . $150
Depreciation allowed with respect to tractor (300/

1,500x$650) ... 130
Deduction allowed with respect to limitation on

casualty loss (300/1,500x$100) ........ccccceeerrurunee 20

The basis of the barn and of the tractor are
adjusted only by the amount of depreciation
actually allowed under section 183 with re-
spect to each (as determined by the above
computation). The basis of the asset with re-
gard to which the casualty loss was suffered
is adjusted only to the extent of the amount
of the casualty loss actually allowed as a de-
duction under subparagraph (1) (i) and (iii) of
this paragraph.

(4) Rule for capital gains and losses—(i)
In general. For purposes of section 183
and the regulations thereunder, the
gross income from any activity not en-
gaged in for profit includes the total of
all capital gains attributable to such
activity determined without regard to
the section 1202 deduction. Amounts
attributable to an activity not engaged
in for profit which would be allowable
as a deduction under section 1202, with-
out regard to section 183, shall be al-
lowable as a deduction under section
183(b)(1) in accordance with the rules
stated in this subparagraph.

(ii) Cases where deduction not allowed
under section 183. No deduction is allow-
able under section 183(b)(1) with re-
spect to capital gains attributable to
an activity not engaged in for profit if:

(a) Without regard to section 183 and
the regulations thereunder, there is no
excess of net long-term capital gain
over net short-term capital loss for the
year, or

(b) There is no excess of net long-
term capital gain attributable to the
activity over net short-term capital
loss attributable to the activity.

(iii) Allocation of deduction. If there
is:

(a) An excess of net long-term capital
gain over net short-term capital loss
attributable to an activity not engaged
in for profit, and

(b) Such an excess attributable to all
activities, determined without regard
to section 183 and the regulations
thereunder, the deduction allowable
under section 183(b)(1) attributable to
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capital gains with respect to each ac-
tivity not engaged in for profit (with
respect to which there is an excess of
net long-term capital gain over net
short-term capital loss for the year)
shall be an amount equal to the deduc-
tion allowable under section 1202 for
the taxable year (determined without
regard to section 183) multiplied by a
fraction the numerator of which is the
excess of the net long-term capital
gain attributable to the activity over
the net short-term capital loss attrib-
utable to the activity and the denomi-
nator of which is an amount equal to
the total excess of net long-term cap-
ital gain over net short-term capital
loss for all activities with respect to
which there is such excess. The amount
of the total section 1202 deduction al-
lowable for the year shall be reduced
by the amount determined to be allo-
cable to activities not engaged in for
profit and accordingly allowed as a de-
duction under section 183(b)(1).

(iv) Example. The provisions of this
subparagraph may be illustrated by the
following example:

Example. A, an individual who uses the
cash receipts and disbursement method of
accounting and the calendar year as the tax-
able year, has three activities not engaged in
for profit. For his taxable year ending on De-
cember 31, 1973, A has a $200 net long-term
capital gain from activity No. 1, a $100 net
short-term capital loss from activity No. 2,
and a $300 net long-term capital gain from
activity No. 3. In addition, A has a $500 net
long-term capital gain from another activity
which he engages in for profit. A computes
his deductions for capital gains for calendar
year 1973 as follows:

Section 1202 deduction without regard to
section 183 is determined as follows:

Net long-term capital gain from activity No. 1 ....... $200
Net long-term capital gain from activity No. 3 ....... 300
Net long-term capital gain from activity engaged

in for profit .... 500
Total net long-term capital gain from all
ACtIVItIeS ..o 1,000
Less: Net short-term capital loss attributable to
activity No. 2 100
Aggregate net long-term capital gain over net
short-term capital loss from all activities ............ 900
Section 1202 deduction determined without re-
gard to section 183 (one-half of $900) .............. $450

Allocation of the total section 1202 deduc-
tion among A’s various activities:
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Portion allocable to activity No. 1 which is deduct-

ible under section 183(b)(1) (Excess net long-

term capital gain attributable to activity No. 1

($200) over total excess net long-term capital

gain attributable to all of A’s activities with re-

spect to which there is such an excess

($1,000) times amount of section 1202 deduc-

tion ($450)) .. 90
Portion allocable to activity No. 3 which is deduct-

ible under section 183(b)(1) (Excess net long-

term capital gain attributable to activity No. 3

($300) over total excess net long-term capital

gain attributable to all of A’s activities with re-

spect to which there is such an excess

($1,000) times amount of section 1202 deduc-

tion ($450)) .. 135
Portion allocable to all activities engaged in for

profit (total section 1202 deduction ($450) less

section 1202 deduction allowable to activities

Nos. 1 and 3 ($225)) ......ccccovrurrrciiinisiniceine 225

Total section 1202 deduction deductible
under sections 1202 and 183(b)(1) ..... 450

(c) Presumption that activity is engaged
in for profit—(1) In general. If for:

(i) Any 2 of 7 consecutive taxable
years, in the case of an activity which
consists in major part of the breeding,
training, showing, or racing of horses,
or

(i) Any 2 of 5 consecutive taxable
years, in the case of any other activity,
the gross income derived from an activ-
ity exceeds the deductions attributable
to such activity which would be al-
lowed or allowable if the activity were
engaged in for profit, such activity is
presumed, unless the Commissioner es-
tablishes to the contrary, to be en-
gaged in for profit. For purposes of this
determination the deduction permitted
by section 1202 shall not be taken into
account. Such presumption applies
with respect to the second profit year
and all years subsequent to the second
profit year within the 5- or 7-year pe-
riod beginning with the first profit
year. This presumption arises only if
the activity is substantially the same
activity for each of the relevant tax-
able years, including the taxable year
in question. If the taxpayer does not
meet the requirements of section 183(d)
and this paragraph, no inference that
the activity is not engaged in for profit
shall arise by reason of the provisions
of section 183. For purposes of this
paragraph, a net operating loss deduc-
tion is not taken into account as a de-
duction. For purposes of this subpara-
graph a short taxable year constitutes
a taxable year.

§1.183-1

(2) Examples. The provisions of sub-
paragraph (1) of this paragraph may be
illustrated by the following examples,
in each of which it is assumed that the
taxpayer has not elected, in accordance
with section 183(e), to postpone deter-
mination of whether the presumption
described in section 183(d) and this
paragraph is applicable.

Example 1. For taxable years 1970-74, A, an
individual who uses the cash receipts and
disbursement method of accounting and the
calendar year as the taxable year, is engaged
in the activity of farming. In taxable years
1971, 1973, and 1974, A’s deductible expendi-
tures with respect to such activity exceed
his gross income from the activity. In tax-
able years 1970 and 1972 A has income from
the sale of farm produce of $30,000 for each
year. In each of such years A had expenses
for feed for his livestock of $10,000, deprecia-
tion of equipment of $10,000, and fertilizer
cost of $5,000 which he elects to take as a de-
duction. A also has a net operating loss car-
ryover to taxable year 1970 of $6,000. A is pre-
sumed, for taxable years 1972, 1973, and 1974,
to have engaged in the activity of farming
for profit, since for 2 years of a 5-consecu-
tive-year period the gross income from the
activity ($30,000 for each year) exceeded the
deductions (computed without regard to the
net operating loss) which are allowable in
the case of the activity ($25,000 for each
year).

Example 2. For the taxable years 1970 and
1971, B, an individual who uses the cash re-
ceipts and disbursement method of account-
ing and the calendar year as taxable year,
engaged in raising pure-bred Charolais cattle
for breeding purposes. The operation showed
a loss during 1970. At the end of 1971, B sold
a substantial portion of his herd and the cat-
tle operation showed a profit for that year.
For all subsequent relevant taxable years B
continued to keep a few Charolais bulls at
stud. In 1972, B started to raise Tennessee
Walking Horses for breeding and show pur-
poses, utilizing substantially the same pas-
ture land, barns, and (with structural modi-
fications) the same stalls. The Walking
Horse operations showed a small profit in
1973 and losses in 1972 and 1974 through 1976.

(i) Assuming that under paragraph (d)(1) of
this section the raising of cattle and raising
of horses are determined to be separate ac-
tivities, no presumption that the Walking
Horse operation was carried on for profit
arises under section 183(d) and this para-
graph since this activity was not the same
activity that generated the profit in 1971 and
there are not, therefore, 2 profit years attrib-
utable to the horse activity.

(ii) Assuming the same facts as in (i)
above, if there were no stud fees received in
1972 with respect to Charolais bulls, but for
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1973 stud fees with respect to such bulls ex-
ceed deductions attributable to maintenance
of the bulls in that year, the presumption
will arise under section 183(d) and this para-
graph with respect to the activity of raising
and maintaining Charolais cattle for 1973 and
for all subsequent years within the 5-year pe-
riod beginning with taxable year 1971, since
the activity of raising and maintaining
Charolais cattle is the same activity in 1971
and in 1973, although carried on by B on a
much reduced basis and in a different man-
ner. Since it has been assumed that the
horse and cattle operations are separate ac-
tivities, no presumption will arise with re-
spect to the Walking Horse operation be-
cause there are not 2 profit years attrib-
utable to such horse operation during the pe-
riod in question.

(iii) Assuming, alternatively, that the rais-
ing of cattle and raising of horses would be
considered a single activity under paragraph
(d)(1) of this section, B would receive the
benefit of the presumption beginning in 1973
with respect to both the cattle and horses
since there were profits in 1971 and 1973. The
presumption would be effective through 1977
(and longer if there is an excess of income
over deductions in this activity in 1974, 1975,
1976, or 1977 which would extend the pre-
sumption) if, under section 183(d) and sub-
paragraph (3) of this paragraph, it was deter-
mined that the activity consists in major
part of the breeding, training, showing, or
racing of horses. Otherwise, the presumption
would be effective only through 1975 (assum-
ing no excess of income over deductions in
this activity in 1974 or 1975 which would ex-
tend the presumption).

(3) Activity which consists in major part
of the breeding, training, showing, or rac-
ing of horses. For purposes of this para-
graph an activity consists in major
part of the breeding, training, showing,
or racing of horses for the taxable year
if the average of the portion of expendi-
tures attributable to breeding, train-
ing, showing, and racing of horses for
the 3 taxable years preceding the tax-
able year (or, in the case of an activity
which has not been conducted by the
taxpayer for 3 years, for so long as it
has been carried on by him) was at
least 50 percent of the total expendi-
tures attributable to the activity for
such prior taxable years.

(4) Transitional rule. In applying the
presumption described in section 183(d)
and this paragraph, only taxable years
beginning after December 31, 1969, shall
be taken into account. Accordingly, in
the case of an activity referred to in
subparagraph (1) (i) or (ii) of this para-
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graph, section 183(d) does not apply
prior to the second profitable taxable
year beginning after December 31, 1969,
since taxable years prior to such date
are not taken into account.

(5) Cross reference. For rules relating
to section 183(e) which permits a tax-
payer to elect to postpone determina-
tion of whether any activity shall be
presumed to be “‘an activity engaged in
for profit” by operation of the pre-
sumption described in section 183(d)
and this paragraph until after the close
of the fourth taxable year (sixth tax-
able year, in the case of activity which
consists in major part of breeding,
training, showing, or racing of horses)
following the taxable year in which the
taxpayer first engages in the activity,
see §1.183-3.

(d) Activity defined—(1) Ascertainment
of activity. In order to determine
whether, and to what extent, section
183 and the regulations thereunder
apply, the activity or activities of the
taxpayer must be ascertained. For in-
stance, where the taxpayer is engaged
in several undertakings, each of these
may be a separate activity, or several
undertakings may constitute one ac-
tivity. In ascertaining the activity or
activities of the taxpayer, all the facts
and circumstances of the case must be
taken into account. Generally, the
most significant facts and cir-
cumstances in making this determina-
tion are the degree of organizational
and economic interrelationship of var-
ious undertakings, the business pur-
pose which is (or might be) served by
carrying on the various undertakings
separately or together in a trade or
business or in an investment setting,
and the similarity of various under-
takings. Generally, the Commissioner
will accept the characterization by the
taxpayer of several undertakings either
as a single activity or as separate ac-
tivities. The taxpayer’s characteriza-
tion will not be accepted, however,
when it appears that his characteriza-
tion is artificial and cannot be reason-
ably supported under the facts and cir-
cumstances of the case. If the taxpayer
engages in two or more separate activi-
ties, deductions and income from each
separate activity are not aggregated ei-
ther in determining whether a par-
ticular activity is engaged in for profit
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or in applying section 183. Where land
is purchased or held primarily with the
intent to profit from increase in its
value, and the taxpayer also engages in
farming on such land, the farming and
the holding of the land will ordinarily
be considered a single activity only if
the farming activity reduces the net
cost of carrying the land for its appre-
ciation in value. Thus, the farming and
holding of the land will be considered a
single activity only if the income de-
rived from farming exceeds the deduc-
tions attributable to the farming activ-
ity which are not directly attributable
to the holding of the land (that is, de-
ductions other than those directly at-
tributable to the holding of the land
such as interest on a mortgage secured
by the land, annual property taxes at-
tributable to the land and improve-
ments, and depreciation of improve-
ments to the land).

(2) Rules for allocation of expenses. If
the taxpayer is engaged in more than
one activity, an item of deduction or
income may be allocated between two
or more of these activities. Where
property is used in several activities,
and one or more of such activities is
determined not to be engaged in for
profit, deductions relating to such
property must be allocated between the
various activities on a reasonable and
consistently applied basis.

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. (i) A, an individual, owns a small
house located near the beach in a resort
community. Visitors come to the area for
recreational purposes during only 3 months
of the year. During the remaining 9 months
of the year houses such as A’s are not rented.
Customarily, A arranges that the house will
be leased for 2 months of 3-month rec-
reational season to vacationers and reserves
the house for his own vacation during the re-
maining month of the recreational season. In
1971, A leases the house for 2 months for
$1,000 per month and actually uses the house
for his own vacation during the other month
of the recreational season. For 1971, the ex-
penses attributable to the house are $1,200
interest, $600 real estate taxes, $600 mainte-
nance, $300 utilities, and $1,200 which would
have been allowed as depreciation had the
activity been engaged in for profit. Under
these facts and circumstances, A is engaged
in a single activity, holding the beach house
primarily for personal purposes, which is an

§1.183-1

‘“‘activity not engaged in for profit” within
the meaning of section 183(c). See paragraph
(b)(9) of §1.183-2.

(ii) Since the $1,200 of interest and the $600
of real estate taxes are specifically allowable
as deductions under sections 163 and 164(a)
without regard to whether the beach house
activity is engaged in for profit, no alloca-
tion of these expenses between the uses of
the beach house is necessary. However, since
section 262 specifically disallows personal,
living, and family expenses as deductions,
the maintenance and utilities expenses and
the depreciation from the activity must be
allocated between the rental use and the per-
sonal use of the beach house. Under the par-
ticular facts and circumstances, 2/3 (2
months of rental use over 3 months of total
use) of each of these expenses are allocated
to the rental use, and 1/3 (1 month of per-
sonal use over 3 months of total use) of each
of these expenses are allocated to the per-
sonal use as follows:

Regtal_use Personal use
13 —

e)l(gggbslzstgl expenses al-

section locable to

183(b)(2) section 262
Maintenance expense $600 .. $400 $200
Utilities expense $300 ........... 200 100
Depreciation $1,200 .............. 800 400
Total oo 1,400 700

The $700 of expenses and depreciation allo-
cated to the personal use of the beach house
are disallowed as a deduction under section
262. In addition, the allowability of each of
the expenses and the depreciation allocated
to section 183(b)(2) is determined under para-
graph (b)(1) (ii) and (iii) of this section. Thus,
the maximum amount allowable as a deduc-
tion under section 183(b)(2) is $200 ($2,000
gross income from activity, less $1,800 deduc-
tions under section 183(b)(1)). Since the
amounts described in section 183(b)(2) ($1,400)
exceed the maximum amount allowable
($200), and since the amounts described in
paragraph (b)(1)(ii) of this section ($600) ex-
ceed such maximum amount allowable ($200),
none of the depreciation (an amount de-
scribed in paragraph (b)(1)(iii) of this sec-
tion) is allowable as a deduction.

(e) Gross income from activity not en-
gaged in for profit defined. For purposes
of section 183 and the regulations
thereunder, gross income derived from
an activity not engaged in for profit in-
cludes the total of all gains from the
sale, exchange, or other disposition of
property, and all other gross receipts
derived from such activity. Such gross
income shall include, for instance, cap-
ital gains, and rents received for the
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use of property which is held in connec-
tion with the activity. The taxpayer
may determine gross income from any
activity by subtracting the cost of
goods sold from the gross receipts so
long as he consistently does so and fol-
lows generally accepted methods of ac-
counting in determining such gross in-
come.

() Rule for electing small business cor-
porations. Section 183 and this section
shall be applied at the corporate level
in determining the allowable deduc-
tions of an electing small business cor-
poration.

[T.D. 7198, 37 FR 13680, July 13, 1972]

§1.183-2 Activity not engaged in for
profit defined.

(a) In general. For purposes of section
183 and the regulations thereunder, the
term activity not engaged in for profit
means any activity other than one
with respect to which deductions are
allowable for the taxable year under
section 162 or under paragraph (1) or (2)
of section 212. Deductions are allowable
under section 162 for expenses of car-
rying on activities which constitute a
trade or business of the taxpayer and
under section 212 for expenses incurred
in connection with activities engaged
in for the production or collection of
income or for the management, con-
servation, or maintenance of property
held for the production of income. Ex-
cept as provided in section 183 and
§1.183-1, no deductions are allowable
for expenses incurred in connection
with activities which are not engaged
in for profit. Thus, for example, deduc-
tions are not allowable under section
162 or 212 for activities which are car-
ried on primarily as a sport, hobby, or
for recreation. The determination
whether an activity is engaged in for
profit is to be made by reference to ob-
jective standards, taking into account
all of the facts and circumstances of
each case. Although a reasonable ex-
pectation of profit is not required, the
facts and circumstances must indicate
that the taxpayer entered into the ac-
tivity, or continued the activity, with
the objective of making a profit. In de-
termining whether such an objective
exists, it may be sufficient that there
is a small chance of making a large
profit. Thus it may be found that an in-
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vestor in a wildcat oil well who incurs
very substantial expenditures is in the
venture for profit even though the ex-
pectation of a profit might be consid-
ered unreasonable. In determining
whether an activity is engaged in for
profit, greater weight is given to objec-
tive facts than to the taxpayer’s mere
statement of his intent.

(b) Relevant factors. In determining
whether an activity is engaged in for
profit, all facts and circumstances with
respect to the activity are to be taken
into account. No one factor is deter-
minative in making this determina-
tion. In addition, it is not intended
that only the factors described in this
paragraph are to be taken into account
in making the determination, or that a
determination is to be made on the
basis that the number of factors
(whether or not listed in this para-
graph) indicating a lack of profit objec-
tive exceeds the number of factors indi-
cating a profit objective, or vice versa.
Among the factors which should nor-
mally be taken into account are the
following:

(1) Manner in which the taxpayer car-
ries on the activity. The fact that the
taxpayer carries on the activity in a
businesslike manner and maintains
complete and accurate books and
records may indicate that the activity
is engaged in for profit. Similarly,
where an activity is carried on in a
manner substantially similar to other
activities of the same nature which are
profitable, a profit motive may be indi-
cated. A change of operating methods,
adoption of new techniques or abandon-
ment of unprofitable methods in a
manner consistent with an intent to
improve profitability may also indicate
a profit motive.

(2) The expertise of the taxpayer or his
advisors. Preparation for the activity
by extensive study of its accepted busi-
ness, economic, and scientific prac-
tices, or consultation with those who
are expert therein, may indicate that
the taxpayer has a profit motive where
the taxpayer carries on the activity in
accordance with such practices. Where
a taxpayer has such preparation or pro-
cures such expert advice, but does not
carry on the activity in accordance
with such practices, a lack of intent to
derive profit may be indicated unless it
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